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Production processes are not perfect, and 
therefore mpeie is necessary — with 
its costs ems 


Safeguarding Quality Standards 


‘4ITis commonplace for consumers deliberate- 


ly to spend money on defective products. 
Indeed, who has not at some time or other 
purchased a shirt, a pair of shoes, or a piece 
of carpeting because it was a “second” and 
therefore sold at a lower than list price! But 
we made such purchases because the defects, 
if outwardly discernible at all, presumably 
did not interfere with a normal use of the 
product. 

The majority of purchases, however, are 
for “firsts,” although this classification is ex- 
ceedingly broad and is somewhat misleading. 
A “first” is merely a product which the manu- 
facturer sells at list price because that product 
was passed by his inspection system. The pro- 
duct presumably meets certain minimum 
standards that reflect the quality class or price 
line to which it belongs. But we occasionally 
find flaws in the “firsts” of almost all manu- 
facturers, and therefore it must be true that 
their inspection systems are in some measure 
inadequate. Is there then something funda- 
mentally wrong with the systems in use to- 
day? Are the inspectors at fault? Are the 
inspectors’ tools inadequate? Are the inspec- 
tors’ procedures unscientific? All of these 
factors are important, but paradoxical though 
it is, the best interests of both business man- 
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agement and consumers are served when a 
uniformly small number of defective products 
are allowed to escape the inspection net. 

A person sympathetic to the fallibility of 
inspectors might ask, “(Have we not advanced 
sufficiently far technologically so that sub- 
standard products need never be produced in 
the first place?” The answer, of course, is 
“no.” The machine marvels of today are oper- 
ated and indeed built by fallible men. A grind- 
ing wheel must be redressed when in the oper- 
ator’s judgment it will no longer grind to the 
blueprint specification. A lithograph machine 
must be adjusted when the operator decides 
that the ink flow is insufficiently uniform. 

Human judgment is not the only source of 
quality deviations. Machines and material 
themselves are contributing causes. Products 
cannot be made exactly alike, although we 
have long heard that the advances in mass 
production are in large measure due to our 
ability to manufacture interchangeable parts. 
Variations in size, weight, roundness, and 
strength are natural and unavoidable; “inter- 
changeable” means only that the variation 
which is present is within certain tolerable 
limits. Thus a particular automatic screw 
machine may be capable of turning out di- 
mensionally perfect parts for an electric switch 
box but not for a camera assembly, because 
less variation is allowable among camera parts 
than among electric switch parts. (One some- 
times wonders if defective units are caused by 
machines and materials or by the tolerance 
limits themselves.) If the same machine is 
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called upon to do both jobs, there may be no 
alternative but to sort the camera pieces— 
good from bad—before using them in further 
operations. And in this sorting stage a few 
bad parts are almost certain to be overlooked 
and passed along with the good ones. 

In order to control these machine and hu- 
man errors, and at the same time to bring 
together the divergent views of management, 
designers, operators, salesmen, servicemen, 
and users as to what constitutes satisfactory 
quality, final auditors of product quality are 
plainly required. They are important parts of 
the productive process, although their work 
is often called “unproductive.” 


Inspection Personnel 


What sort of requirements does a man need 
in order to judge the judgments of others? 
It is perhaps out-of-step with the times, but 
generally true, to say that he does not need 
a college degree. In fact, the routine nature 
of inspection work makes the choice of such 
a person inadvisable for his own and the 
company’s sake. On the other hand, the job 
does require a high calibre man in many re- 
spects. He has to be alert during long, mo- 
notonous hours of looking, tasting, smelling, 
feeling, or listening. He must have the courage 
to follow his orders in the face of demands to 
“move that stuff out of here in a hurry” or 
charges that “I’ve been making this stuff for 
30 years and do you mean to stand there and 
tell me what to do?” An inspector may be 
called upon to read blueprints, to operate 
complex mechanical testing devices, and to 
make skilled judgments about flavor or tone 
quality. Inspection often requires an ability 
to count and perform simple arithmetic cal- 
culations. In short, the job in many cases can 
hardly be filled by an unskilled worker. 

But here is a stumbling block: a skilled 
worker cannot be paid unskilled wages. Pro- 
vided that a manufacturer is willing and able 
to recruit the right kind of inspector, can he 
afford to pay for what he gets? We rapidly 
reach the conclusion that he might well hire 
less than ideal inspectors at the risk of a few 
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—not too many—defective products and dis- — 


satisfied customers.’ Or to put it another way, — 


we might reason that customers are not willing 
to pay the price which technically perfect pro- 
ducts would have to command, and that it is 


therefore reasonable for producers to market — 
defective items and to plan for the adjustment — 


of customer complaints. 


Inspection Standards 
The tomatoes of a certain popular brand 


carry the following inscription on the can — 
label: “Good red color. Practically free from — 
defects. Normal tomato flavor.” These are 


admirable objectives; but can “good” color, 
“practically free” from defects, and “normal” 
flavor be defined objectively? If not, the 
words are mere eyewash. Even supposing that 
objective standards are found, it is extremely 
difficult to adequately train and supervise a 
battery of inspectors so that they will reach 
and maintain a uniform standard of judg- 
ment. The very fact that the majority of units 
produced are of satisfactory quality makes 
the inspector’s job hard to carry out. On the 
one hand, he has the nerve-wracking task of 


making repeated hair-line decisions, and on — 
the other hand, his senses are numbed with — 
fatigue so that everything looks and tastes — 


alike. 
Setting Tolerances 


The difficulties of defining a standard and 
designing a system for mass inspection of 
articles are not limited to food products. In- 
specting the surface finish of automobile 
bumpers, dining room tables, and ball bear- 
ings is probably no less a challenge, and even 
where the quality characteristics can be ex- 


pressed quantitatively as so many inches of — 


diameter, degrees of temperature, ounces of 


weight, or ohms of resistance there remains a — 
need for standards. First of all a product — 


1We should not assume that even the best in- 


spector will be infallible. Tests on the performance 
of good inspectors under good working conditions 
have shown that, on a sorting operation, as many 
as 20 per cent of the defective units may fail to be 
discovered. Or oy in another way, 100 per cent 
inspection may only 80 per cent effective. 
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engineer must set up realistic tolerances of 
allowable departures from target dimensions. 
He must make an educated guess as to how 
much clearance is needed so that two units 
like a piston and cylinder will not “freeze” 
together. He must also judge how loose a fit 
will permit satisfactory operation. What these 
extremes are depends upon such things as the 
type of material to be machined, the frequency 


of movement of the parts, the temperature 


changes that will be encountered in normal 
operation, and the consequences of an opera- 
tional failure. Then the engineer must modify 
these calculations in the light of the capabil- 
ities of the machines that will be used to make 
the product. Finally he is likely to hedge his 
results because past experience tells him that 
the boys in the shop will take three thou- 
sandths of an inch if he gives them two, and 
that Joe, the inspector, will screw down the 
micrometer tight enough to get an extra ten 
thousandth out of it. 


Inspection Equipment 

Once the dimensions and tolerances are set 
and machines are ready to manufacture the 
product, it takes more than men to carry out 
the inspection functio:. Inspecting instru- 
ments often as complex as production equip- 
ment must be designed and built. A machine 
in use in automobile engine inspection checks 
connecting rods for four dimensions simul- 
taneously: for squareness and parallelism of 
sides, for diameter of the crank-end hole, and 
for thickness of the crank end. The beverage 
industry has a machine which can inspect 
filled soft drink bottles for impurities, at pro- 
duction line speed. It whirls the bottles at a 
high speed, electronically examines the vor- 
tex made by the contents, and automatically 
kicks out undesirable bottles as they leave the 
machine. 

This recital of complexities is given only to 
point out that the cost of inspection hardly 
begins with the inspector’s wages. The time 
and ingenuity of a host of other people are 
required in order to make his work effective. 
Their efforts must receive compensation. The 
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value of additional expenditures on standards 
development, mechanical testers, and inspec- 
tion supervision must be measured by the re- 
sults which they achieve. If other production 
costs are lowered through the reduction of 
scrap losses or if the consumer is willing to 
cover the cost of quality improvement such. 
outlays may be justified. 


In-process Inspection 

Suppose that the “High Class Automobile 
Company” has a competent group of inspec- 
tors who are equipped with an up-to-the- 
minute array of testing gadgets and are super- 
vised by the best in managerial talent. Fur- 
thermore, suppose that the inspectors and 
their tools operate infallibly. Will only defect- 
free automobiles then be delivered? Hardly. 
As absurd as our assumptions are it would be 
even mure absurd to assume that all welds, all 
fastenings, all dimensions, and all component 
parts will be examined for defects. As a matter 
of fact many things cannot possibly be in- 
spected in detail. The strength of a weld is 
typically found by pulling the weld apart’; 
the life of a lamp filament is determined by 
letting it burn out; safety glass strength is 
tested by dropping an iron ball from a height 
sufficient to break through the glass sandwich. 
These tests are destructive and thereby pro- 
hibitive except on a small scale by selecting 
representative samples. 

When a substantial amount of inspection 
must be performed on a test-sample basis, 
what protection against defects does the cus- 
tomer have? Obviously, his main line of de- 
fense is in having the product made right in 
the first place. When each machine and each 
worker does the job as planned, we need not 
worry about undiscovered mistakes. But mis- 
takes do occur and as a second line of defense 
we need an inspection department which main- 
tains a lookout for weaknesses in the quality 

1 An alternative procedure is to apply a given force 
and to note whether the weld separates. The trouble 
here is that good welds, those that do not break, 
are strained by the testing process. As a result the 


number of weak welds present after such tes may 
be even greater than the number that exist before 
testing. 


s- | | 
| 
is 
nt 
d 
re 
r, 
le i| 
it 
y | 
a | 
h | 
s 
e 
- 
1 
3 | 


front and which takes prompt remedial action 
when a break-through is sighted. 

This view of the role of inspection in in- 
dustry is now widely held by specialists in 
quality control methods. They realize that 
some defective products are likely to reach 
the consumer since it is uneconomical to pre- 
vent them initially through better production 
methods, or later on through foolproof inspec- 
tion. They picture the inspector as an agent 
who can find out what the defects are, how 
often they occur, and where they originate. 
Equipped with this knowledge the inspector 
is in a position to know when errors are oc- 
curring with normal frequency and when they 
are occurring with alarming frequency. 
Through investigation of truly significant 
shifts in the normal level of defects he can 
ultimately help to locate sources of poor qual- 
ity in obsolete machinery, inferior raw ma- 
terials, inadequate illumination, untrained 
operators, or even faulty inspection instru- 
ments. If his discoveries are followed by re- 
medial action the inspector can make a real 
contribution to quality improvement. 

It is interesting to note here that the prin- 
ciple of classifying the inspector as an agent 
of production applies to cost control as well 
as to quality control problems. “Inspectors” 
have been used successfully, for example, in 
such diverse situations as the control of cleri- 
cal errors in making airline space reservations; 
the control of overages in measuring yard- 
goods; the control of the time required to 
charge a steel furnace with scrap; the control 
of efficiency of inspectors; the choice of alter- 
native methods of production; the appraisal 
of the success of a new employee; the selection 
of an optimum billet weight for forgings; and 
the control of employee absences and injuries. 

Most of these situations are seen to bear 
directly on means of reducing costs and only 
indirectly on the problem of quality control, 
yet they all have an element in common: a 
measurable factor which varies in time or 
space. Errors, overages, times, and weights 
are just as capable of statistical interpretation 
as are diameter, length, strength, and defect 
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measurements. As a matter of fact, their very 
collection and dissemination may lead to cost 


savings by voluntary action on the part of — 


employees who are otherwise uninformed as 
to the magnitude of mistakes, absences, etc., 
to which they contribute. Just as often, how- 
ever, positive action is required, and the 
quantitative measurements are needed to point 
the way and measure the results. 
Final Inspection 

The popular saying that “You can’t inspect 
quality into a product, you must build it in” 
implies the need for process inspection—the 
on-the-spot, trouble-shooting type of job out- 
lined above. This does not deny—at least as 
yet—a like need for the old-fashioned final or 
acceptance inspection. A final check on the 
completed product to see if it “runs” is de- 
sirable even though considerable precautions 
are taken during production. Here again in- 
spectors may resort to spot checking because 
a complete examination of all the quality at- 
tributes on each product unit such as a can 
of foed or a printed book is impossible or im- 
practicable. The number of defective units 
which slip through this final net is a matter 
of mutual interest for producer and consumer. 

When an inspector passes judgment on a 
shipment of, say, cream-style canned corn, 
there is a risk that he will pass off a sub- 
standard lot as acceptable because the test 
sample represented too favorably the quality 
of the shipment.’ As consumers we may feel 
that such an error ought never to happen, but 
there are several compensating factors. The 
shipment may be substandard and yet be en- 
tirely edible and nourishing though not quite 
up-to-par in flavor, color, or consistency. Fur- 
thermore, the packer himself faces a risk— 
that of having an acceptable lot classified as 
substandard. Such a _ misclassification is 


1 Random samples rarely are perfect miniatures 
of the shipment. They will sometimes suggest that 
the shipment is of better quality than it really is, 
and sometimes suggest that it is worse than it is. 
Serious mistakes in classification arise in those in- 
stances when it seems impossible that a bad quality 
lot would yield as good-looking a sample as was 
observed, and vice versa. 
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troublesome since the shipment may needlessly 
be downgraded and sold at a price below its 
real worth. In some cases, as in a machine 
shop or foundry, a substandard lot may be 
entirely scrapped or inspected in detail at a 
considerable cost. 

The fact that samples may troll 
the underlying state of affairs is not new to 
us. In the game of bridge, for example, each 
player does not always get his share of honor 
cards. Variation around the norm of 5 honors 
is the usual condition—a condition which is 
requisite for all games. However, an expert 
can tell us the degree and frequency of varia- 
tion around each average, and if we are suf- 
ficiently astute we can use this knowledge to 
improve our game. In similar manner, he can 
predict the chance of mistakenly classifying 
as acceptable a substandard shipment of mer- 
chandise and of classifying as unacceptable an 
up-to-standard shipment. Reasoning in re- 
verse, it is possible to devise a plan for test 
sampling which will keep the risks of mis- 
classification at specified minimum values. To 
eliminate these risks completely, however, is 
incompatible with the objective of inspection 
by taking samples. The manufacturer can only 
weigh the costs of misclassification against the 
costs of inspection and try to strike a balance 
between the two. 

Each sampling plan has three main require- 
ments: 

1. The selection of a random sample from 

a batch so as to secure representative- 
ness ; 


2. The specification of a definite number of 

items to be inspected; and 

3. The specification of the number of sub- 

standard items whieh, if found, will 
cause the batch to be set aside for special 
treatment—sorting, salvage operations, 
or downgrading. 
The determination of the sample size and the 
number of allowable defective units, once a 
job for an expert, has been simplified in recent 
years through the publication of so-called 
“sampling tables.” With these tables even the 
inexpert can select inspection plans that will 
fit any of a wide variety of industrial situa- 
tions. 

It is plain that there are numerous cases 
in which products with defects will remain 
undiscovered even under the most ideal qual- 
ity auditing systems. No expenditure on in- 
spection, however great, can make possible an 


unconditional guarantee that each customer 


will receive a perfect product if that inspec- 
tion must be performed on a sample basis. 
Mass production of products for world-wide 
markets requires innumerable compromises of 
design, materials, productive methods, and of 
quality standards. When defects are produced 
they will surely be sold as a part of some 
products which are classified as “firsts.” 
Skilled inspectors, careful definitions of stan- 
dards, adequate inspection devices, and scien- 
tific sampling methods can only reduce, and 
hold at a uniformly low level, the sales of this 
unwanted product. 


BUSINESS BRIEFS 


DEFENSE PURCHASES 

Federal Government purchases of goods and 
services for defense purposes in January and 
February reached an annual rate of about $24 
billion, double that prevailing in the first half 
of last year. 
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BUSINESS LOANS 

Business loans by banks in leading cities 
increased $900 million during the first two 
months of this year. This borrowing is asso- 
ciated with sizable accumulations of business 
inventories. 
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obligations in 
connected wit. 


Financial needs, responsibilities to sister institutions, and 
ic relations are some of the tough problems 
televising college athletics. 


Television and College Athletics 


EVISION may well prove to be one of 
the most significant changes in our social 
and cultural lives since the introduction of the 
telephone, the automobile, motion pictures, 
and the radio into our daily pattern of living. 
Most adults have witnessed the absorption of 
these scientific advances into the full scheme 
of our daily and economic lives. These ad- 
vances, while rapid, did not, however, come 
over night. 

Now we have a hitherto “sleeping giant” — 
television—in our midst, who is just awaken- 
ing from his slumbers. This giant, not even 
fully aroused as yet, already has made swift 
and tremendous changes in our ways of liv- 
ing. These changes are proceeding so rapidly 
that no individual or organization can possibly 
keep apace. 

College athletics is one field feeling many 
of these impacts. Whether these changes are 
to be beneficial or detrimental is one of the 
major headaches that today plague admini- 
strators of college athletics all over the coun- 
try. It is their duty to measure the pressures 
and determine the effects of this “sleeping 
giant” on the lives of the young men and 
women who participate in, or are benefited by, 
college athletic programs. 

In the report of the television committee of 
the National Coliegiate Athletic Association 
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which met in January of this year at Dallas, 
Texas, the aims of the gathered administrators 
were set forth as follows: 

“‘We meet here more like a Board of Trus- 
tees to study and evaluate the effect of a mag- 
nificent new scientific development on our 
work and responsibilities. Individually and 
collectively we direct the destinies and control 
the fate of athletics and physical training of 
our young men and women in an early forma- 
tive period of their lives. 

“These activities will go forward for greater 
benefit or retreat in accordance with our col- 
lective wisdom and energy. Therefore, we sin- 
cerely recommend that you devote serious 
thought and study to the subject f television, 
for whether or not it has affected you as yet, 
it is a certainty that it will.” 

Almost a year before the Dallas meeting, 
the Commissioner of the Western Conference 
invited athletic representatives of several uni- 
versities, both inside and outside of the con- 
ference, to attend a meeting in Chicago to 
discuss the matter of television in relation to 
college iootball. 

At that time television set concentration 
was restricted to four areas, namely Los An- 
geles, Chicago, Detroit, and the Atlantic Sea- 
board from Richmond, Va., north to Boston. 


The Key Questions 


Four main subdivisions were outlined as a 
basis for exchange of views on the general 
question of television. 

The questions were: 

(1) Is television likely to affect attendance 


sy 


Michigan Business 


i | 
4 
I 
; 
| \ 
i 
i 
t 
il 
| 1 
Pp 
it 
a 
re 
n 
le 
| 
| | 
| 


at athletic events, particularly college foot- 
ball? 

(2) Does a university have any responsi- 
bility to its sister institutions? 

(3) Could our universities expect any help 
) in sharing the risk in loss of revenue through 
= decreased attendance? 
(4) What is the extent of obligation of uni- 
y versities in public relations? 

) Under the first premise evidence was sub- 
mitted to indicate that football attendance 
had been reduced 23 per cent by live television 

‘ along the Atlantic Seaboard. The Los Angeles 
; area reported a 19 per cent decline. At that 
time television had grown from a mere 700 
sets in 1940 to more than a million sets dur- 
ing the 1949 football season. 
As of January 1, 1951, there were in this 
1 country an estimated 9,200,000 television 
| sets, and 107 stations servicing 63 markets. 
By the same date in 1952, barring war cur- 
tailment, there will be about 14,000,000 sets 
in use. By 1955, leading authorities say there 
will be 30,000,000 sets in use and a possible 
1,200 stations. 
When it is considered that there now are 
some 81,000,000 radio sets, exclusive of the 
phenomenal growth of the television industry, 
it is not difficult to see why college athletic 
administrators are concerned over possible in- 
roads of the industry on college football—the 
. main source of income for practically all col- 
lege athletic and physical education programs. 


Television and Attendance 


a Figures collected by the National Opinion 

_ Research Center at the University of Chicago 
_ show some interesting trends during the 1950 
season. Tabulation was made on 112 major 
and 102 minor colleges. 

Attendance in major conferences for 1950 
dropped all the way from 1 per cent down to 
25 per cent below 1947-48 averages. Of the 
several conferences, the Ivy League suffered 
| the worst blow to its attendance with a 25 
per cent drop. Mountain Conference attend- 
ance declined 15 per cent. 

. On the Pacific Coast the two major schools 
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telecasting in the Los Angeles area, UCLA 
and Southern California were jolted at the box 
office with 31 and 27 per cent losses, respec- 
tively. 

It is interesting to note that the Western 
Conference, with television barred, showed a 
slight increase in attendance as a whole and 
the Southwestern Conference which televised 
only games which had been sold out showed 
a 39 per cent increase. 

There has been considerable evidence that 
smaller colleges and also high school attend- 
ance was reduced by telecast of major games 
in their areas. One high school reported that 
its average annual football profit amounted 
to $3,000 before television. In competition 
with television it had a $5,000 deficit which 
had to be made up by the school board. 

Before live television was banned by the 
Western Conference and later by the NCAA 
both groups received numerous appeals from 
smaller institutions that consideration be given 
to the discontinuance of live television. 

Television in the Western Conference dur- 
ing 1949, however, did not apparently either 
reduce or increase attendance since only three 
institutions were located in areas of substan- 
tial set potentials. Illinois and Northwestern, 
both in the Chicago area, and Michigan in 
the Detroit area, were the three universities 
televising. 

However, what might have happened with 
live television in 1950, could well have been 
another matter. Extension of the coaxial cable, 
more new stations, micro-wave relays and the 
tremendous increase in the number of sets, 
would certainly have caused an over-lap in 
high set potential and could well have affected 
attendance. 


Impact of Television on 
Other Sports 
Some of the reasons for this concern over 
attendance and gate receipts which finance 
college athletic programs can easily be shown 
by a look at other sporting and entertainment 


events. 
The Jordan report on professional baseball 
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both in the major and minor leagues presents 
some rather startling and significant facts. In 
1950 major league attendance dropped 13.7 
per cent and the minors dropper 19 per cent, 
a loss representing 8,000,000 customers. 

Three minor leagues and 13 teams have 
folded. Minor leagues are very seriously con- 
cerned over the effect of major league radio 
and television competition which has definitely 
curtailed revenue. The franchise of Newark 
has been shifted to Ottawa, Canada; and the 
Jersey City team has moved to Springfield, 
Mass., because of radio and television compe- 
tition with Yankee, Giant, and Dodger air- 
casts. 

Pacific Coast, International League, and 
American Association attendance last year all 
decreased by more than 500,000 each. There 
is strong feeling among baseball men that 
when coaxial cables make the telecasting of 
major league games available in any commun- 
ity, it will be impossible for the minor leagues 
to continue at all unless some effective method 
of controlling the major league telecasts is 
permitted. 

One instance in professional football is the 
case of the Los Angeles Rams. In 1949 six 
home games not televised drew 309,327 spec- 
tators. Six home games in 1950, all televised, 
drew 158,045 persons, an attendance loss of 
almost 50 per cent. 

The owners of the Rams, however, were 
protected by a contract providing a television 
guarantee which supposedly cost the sponsors 
$280,000. The Rams were the only pro team 
to conduct live television in their area. 

Professional boxir:g also has felt the impact 
of the new medium. The Louis-Charles heavy- 
weight fight was viewed by an estimated 
25,000,000 video fans. The actual attendance 
at the bout was 22,000. The gate was $205,370 
as compared to $262,000 for a featherweight 
title bout that was not televised. 

Surveys conducted show that television 
owners went to the movies in New York 20 
to 30 per cent less often than previously. 
Tabulation of amusement tax receipts from 
Chicago theaters showed a 23 per cent drop 
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during a similar period. Out of 19,000 movie 
houses in the United States, 680 closed their 
doors the first six months of 1950. 
Meanwhile in Canada, which has practically 
no television, receipts rose and 562 new houses 
opened in the same period. 
These are some of the facts that adminis- 


trators of collegiate athletics have before them — 


as they try to solve the problem of television. 
They would be blind or remiss in their duties 
if they did not observe and draw upon the 
experiences in other fields of sport. 


The Financial Importance 
of Football 


But again the problems of the colleges are 
different. Naturally they must be interested | 


in gate receipts, because these receipts are the 
only medium by which they can pay for the 
conducting of athletic and physical training 


programs so essential to the eduaction of our © 


youth. 


Schools have been criticized for adopting a © 


so-called commercial attitude, particularly in 
football. Critics sometimes lose sight of the 
fact that when they purchase a football ticket, 
they are contributing substantial support to 
the running of all other sports and physical 
education programs on the campus. 

An NCAA questionnaire asked various 
schools to what degree football receipts con- 
tributed to the general athletic budget. While 


not all schools answered the question, a fair — 


sampling was obtained. 
Answers ranged upward from 11 per cent 


with the general average at 72 per cent. Is it — 


any wonder then why colleges are studying 
the televising of their sports, especially foot- 
ball, so carefully? 

At the University of Michigan, for example, 
here is a break-down on how a purchaser’s 
football ticket costing $3.60 is divided and 


spent: 
Visiting Team $1.50 
Sports Budget (all) ................ 82 
Federal Tax .60 
Maintenance 45 
Administration .23 
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From the above it is not difficult to see 
what decreased attendance can mean to the 
athletic plants of colleges and universities 
such as Michigan, which receive no legislative 
appropriations of tax-payers’ money to make 
up deficits. 

There is another side of the picture which 
cannot be emphasized too strongly. As the 
NCAA television committee pointed out in its 
report, colleges are morally bound to protect 
the great and essential role that athletics and 
physical training must continue to play in 
the lives of our Youth. This is no time to 
reduce any program that places emphasis on 
the physical fitness and moral training of 
young Americans. 

Responsibility to Sister Institutions 

Earlier the question was asked: “Does a 
university have any responsibility to its sister 
institutions?” 

Let us examine the views of the NCAA 
committee on this point. The report states: 
“Your committee feels that television does 
have an adverse effect on college football at- 
tendance and unless brought under some con- 
trol threatens to seriously harm the nation’s 
overall athletic and physical system. 

“True, a few schools may profit and grow 
into greater powers, but the rank and file 
schools will be reduced and the widespread 
play of football and other sports will be 
greatly diminished due to decreased budgets 
. . . this will happen if we continue to have 
a few schools telecast and the remainder 
scramble around for the crumbs that are left. 
Under the present system of advertiser’s spon- 
soring of TV games, it is not possible for tele- 
vision to pay the cost of making up to the 
schools the necessary money to maintain their 
programs. 

“They will say, ‘Why should we? We can 
always buy six or seven schools’ TV rights, 
and that is all we need to make money for 
us and those six or seven schools’.” 

Thus it would appear that for the greater 
good of all institutions, large or small, and 
including high schools, these problems must 


be solved on a nation-wide basis rather than 
in piece-meal fashion. 

It is interesting to note also that while 
schools like Michigan, Army, Notre Dame and 
a few others have been offered substantial 
contracts in the past, the Western Conference 
as a whole has been offered nothing that would 
lessen the risk of loss to its members. 

Speaking of the risk, one conference insti- 
tution declared a year ago that each of its 
home games must be a sell-out of 48,000 and 
this equivalent must be maintained away- 
from-home in order to meet its budget. 

At Michigan the athletic budget has in- 
creased by well over 200 per cent because of 
inflation the past few years. Yet in that per- 
iod the price of football tickets, our principal 
source of income, has increased only 20 per 
cent. 


The Risk of Loss of Revenue 


_ That brings us to a third question: “Could 
our universities expect help in sharing the 
risk of loss of revenue through decreased at- 
tandance?” 

If gate receipts fell substantially below the 
average before the advent of television, would 
set manufacturers make up the loss? Would 
taxpayers be willing to submit to additional 
levies to make good the deficit? Could tele- 
vision networks or stations be expected to 
contribute funds? Would state legislatures 
appropriate funds to maintain a full program 
of athletics and physical education? 

So far there is no real indication that any 
of these sources would support such a pro- 
gram. College football’s only hope of off- 
setting reduced revenues would seem to be 
the advertiser. But to risk any substantial 
sums the sponsor would require network 
coverage, and technical facilities still are so 
limited that all institutions could not partici- 
pate in such coverage. 

Cost of a full TV network schedule of home 
games would mean upward of $750,000 of the 
sponsor’s money. The amount the institution 
would receive after deducting line charges, 
talent, network and agency fees, plus station 
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time would be roughly $120,000. Divided 
with opponents that would mean $60,000 for 
the home team. 

There also is a reasonable question that the 
large costs of television production might 
make it prohibitive for advertising sponsor- 
ship to pay for top quality programs. The 
FCC reports indicate that television networks 
lost $24,000,000 in 1949. Even the present 
four billion dollar national advertising budget 
might have to be expanded to cover a national 
system of television. 

The other possibility might be to televise 
through a local station which naturally would 
cover a considerable portion of the expected 
ticket sales area. Highest amount received in 
the Western Conference in 1948 through local 
sources was $2,000 per game. This amount 
was raised to $5,000 per home contest a year 
later. 


“Pay-As-You-See” Plans 


Under consideration and still in the experi- 
mental stages are two systems of television 
sets that would permit a “pay-as-you-see” 
plan for quality programs. 

One is called Phonevision and is being cur- 
rently tested in Chicago. It requires a sub- 
scriber to call the telephone company if he 
desires to see a special program, and part of 
the television signal is channeled through the 
telephone wire to “unscramble” a blurred pic- 
ture otherwise seen on the television screen. 

The plan might be, for example, to charge 
$1.00 for each first run movie in Chicago. 
Fifty cents would go to the producer and the 
remaining half dollar would be split between 
the television and telephone companies. 

There also is the Skiatron system which 
consists of equipping the television set with a 
decoding box into which a plastic coded card 
will fit to allow the “unscrambling” of the 
picture. A new card can be purchased at vari- 
ous agencies for certain stated intervals of 
time or for a specific event. 

The NCAA committee is on record as favor- 
ing encouragement by the colleges and in co- 
operating with the television industry to 


develop some means of paying for athletic © 


events. It is the committee’s contention that 
by working together rather than at cross 
purposes a satisfactory solution can be found. 
It is the belief of many college athletic 
administrative people that the American pub- 
lic may be willing to pay to see their televised 
sports events, especially when they realize the 
money goes to support and augment the ath- 
letic and physical education programs so 
essential to their sons and daughters. 
Naturally a major adjustment would be 
necessary to administer such a system. In all 


probability both national and local program- | 


ming boards would have to be selected to 
work with television networks and stations, 

Another method has been post-game tele- 
cast of films of Saturday’s games during the 
following week. Most institutions reported 
these telecasts were well received. In post- 
game television showing of the films can be 
controlled so as not to conflict with small col- 
lege or high school games. 


University Obligations in 
Public Relations 


Now for our final topic: “What is the ex- — 


tent of obligations of universities in public 
relations?” 


There was some adverse criticism and un- — 
favorable reaction from the public when the | 


Western Conference after much careful 
thought and deliberation decided not to per- 
mit simultaneous telecasts of its football 
games. 

The action was taken by the Athletic Direc- 


tors of all ten conference institutions and later 
‘ratified by the Faculty Representatives. This 


action will be in force once more in 1951 


while further experimentation goes on. The | 


National Collegiate Athletic Association has 
adopted a similar policy this year. 

Collegiate athletic officials all feel that 
there is a definite responsibility toward the 
public in the field of television, especially to 
shut-ins. All conference institutions generally 
agree also that there exists an obligation to 
those who for some reason or another are un- 
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able to attend a specific game or games. 

Post-game television has aided in the solu- 
tion of this problem. About the only differ- 
ence between viewing a post-game telecast and 
a simultaneous telecast is that the outcome of 
the game and the size of the score is known 
in advance. 

College authorities still feel, after more 
than a year’s painstaking study and research, 
that neither the universities nor the television 
industry are ready to take the big step in 
returning to live telecasting of college football 


games. 
Once that step is taken there can scarcely 


be any turning back, and practically all the 
evidence to date is proof that the risk is still 
too great. No matter what plans or suggestions 
have been made regarding live telecasting of 
games, no one thus far has come up with 
answers to the two questions that are para- 
mount in the minds of college athletic ad- 
ministrators. 

The college officials ask: 

If live television is adopted and we meet 
disaster in attendance, who will make up the 
loss? If the loss is not restored, what part of 
our program should be sacrificed? Those are 
the questions—can you answer them? 


BUSINESS BRIEFS 


INDUSTRIAL TRAINING FOR 
INDUSTRIAL MOBILIZATION 

Where can we get the manpower to produce 
the materials so urgently needed for the 
mobilization program? How shall we train the 
men and women on the “home front” to pro- 
duce the equipment and supplies needed? To 
help find the answers to these questions the 
current issue of BUSINESS INFORMATION 
SOURCES is devoted to sources of informa- 
tion on Industrial Training for Industrial 
Mobilization. References are to books, maga- 
zine articles, and special reports arranged 
under topics related to training today. They 
concern: the situation today as compared with 
1940, sources of additional manpower, essen- 
tials of emergency training, training methods, 
conference training, role-playing, apprentice 
training, audio-visual aids, training check 
lists, know-how developed in World War II, 
tested training aids now available through 
various agencies, induction of the new em- 
ployee, and morale builders. 

Copies of this publication are available for 
a mailing and handling charge of 10c and may 


be obtained by writing to Miss Rose L. 


Vormelker, Head, Business Information Bu- 
reau, Cleveland Public Library, 325 Superior 
Avenue, Cleveland 14, Ohio. 
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TREASURY RULING ON TAX REFUNDS 


According to a recent Treasury ruling, tax 
refunds, state or federal, arising out of re- 
negotiation of war contracts, are income in 
the year received. 

Under a previous ruling, refunds generally 
had been treated as income when received, 
unless excepted by special provisions in the 
law. Refunds arising from renegotiation, how- 
ever, had been excepted. These, the earlier 
ruling held, should be carried back to the 
year against which the renegotiation applied 
and tax liabilities for that year recomputed. 
But the courts in several instances held the 
exception incorrect and the Treasury has now 
accepted their findings. 


OIL_DEMAND 


Oil demand in the U. S. this year will 
probably range between 6,900,000 and 
7,100,000 barrels daily, an increase of 6% 
per cent to 91% per cent over 1950. This pre- 
diction was made by H. S. M. Burns, presi- 
dent of Shell Oil Co. Looking further ahead, 
he forecast domestic demand of eight million 
barrels a day by 1955 and nine million to 
9,500,000 barrels daily by 1960 “provided 
reasonably prosperous conditions prevail.” 
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Technology, managerial efficiency, and favorable attitudes 
will assist economic progress in many countries 
more than increasing their capital equipment. 


Technology vs. Investment in 
Foreign Economic Development 


nae title selected for this short paper may 
appear to be contradictory. We are ac- 
customed to thinking of the export of tech- 
nology as one of the principal features of 
foreign investment. The fact that capital and 
technology are usually combined in direct 
investments is considered one of their chief 
advantages over portfolio investments, both 
to the foreign investors themselves and to the 
countries in which the investments are made. 
With this conclusion I am in substantial 
agreement. In direct investments the two are 
almost inseparable if the investments are to 
be “operated” rather than simply “held” for 
appreciation in value. StiJl it is useful for 
purposes of analysis to think of the export 
of technology and of capital as separate move- 
ments and even in opposition one to the other. 

One reason for so doing is that they have 
been too closely connected in the minds of 
those people in the other American Republics 
whose hopes for more immediate and extensive 
economic development were aroused by the 
Point Four pronouncement in President Tru- 


About the author — 


Dr. Phelps is Professor of Marketing in this Uni- 
versity, and a specialist in the subject of international 
economic relations. He was first chief of the Division 
of Foreign Economic Development, U. S. Depart- 
ment of State. This article is adapted from a paper 
presented by him at the University of Florida Con- 
eo on the Caribbean at Mid-Century, December 
8, 1950. 
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man’s inaugural address of January 20, 1949. 
The President called for a “bold new program 
for making the benefits of our scientific ad- 
vances and industrial progress available for 
the improvement and growth of underdevel- 
oped areas.” In reality, however, it is not a 
“bold, new program” as first announced, but 
rather an extension or accentuation of a pro- 
gram which has been in operation with the 
other American Republics in the fields of 
public health, agriculture, industrial develop- 
ment, and others, for many years. If the an- 
nouncement had said that we porposed to ac- 
centuate and extend the program to other 
parts of the world there would have been little 
misunderstanding. 

At least in part because of the manner of 
its announcement, the Point Four program 
was misunderstood by many people, both at 
home and abroad. Unfortunately, to them 
Point Four meant immediate and large-scale 
financial aid, somewhat on the order of the 
Marshall Plan. Actually, however, the two 
programs are essentially different in concept 
and objectives. Therefore, one of the first 
problems of the Department of State, and a 
most difficult one, was to dissociate the export 
of technology and that of foreign investment, 
as much as possible, in the thinking of other 
peoples; and to indicate that the export of 
technology may require very little concurrent 
capital investment abroad. Another fact also 
should have been emphasized, namely, that 
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scientific management is greatly needed in 
underdeveloped countries, perhaps even more 
than technology. 


Science, Technology, and 
Scientific Management 

People often confuse pure science, tech- 
nology, and scientific management. They do 
not see the distinction between pure science 
and applied science. The aim of science is to 
discover new knowledge, new principles. In 
contrast, the aim of technology is to invent 
new devices, to develop new processes and 
techniques. New developments in technology 
are based upon additional knowledge uncov- 
ered by research scientists. We as a people, 
have not been particularly successful in sci- 
entific discoveries. For instance, the basic dis- 
coveries of radar and atomic energy were 
made in Britain and Germany. But we have 
been effective in making practical use of basic 
principles, often discovered by others. Over a 
fifty-year span only 20 Nobel prizes in phys- 
ics, chemistry, and medicine were awarded to 
United States citizens, while 119 were 
awarded to Europeans—36 to Germans alone. 
However, in the field of technology, as such, 
we have been very effective and it is this 
knowledge which is most needed in under- 
developed countries. 

These countries likewise need to understand 
and apply the principles of scientific manage- 
ment which may roughly be defined as social 
science applied to economic ends. Business 
men in the other American Republics need 
more understanding of “how to do things 
most easily,” and this involves both tech- 
nology and scientific management. It is not 
a question of working harder, which was al- 
ways the answer of the old horse “Major” in 
George Orwell’s satire on socialism, Animal 
Farm, but one of how to get economic tasks 
done more easily and with less labor. 

It has been the traditional policy of the 
United States to place no barriers against the 
export of these two most important “com- 
modities”—technology and scientific manage- 
ment. The significance of this policy has 
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neither been sufficiently understood nor ade- 
quately stressed. 

Such a policy has not been followed at all 
times, by all nations. The British, for instance, 
after the American Revolution, attempted, by 
every possible means, to withhold the ex- 
portation of the technology of the textile in- 
dustry from England to the colonies. Laws 
were passed prohibiting the exportation of any 
plans or drawings of the machinery used in 
manufacturing; and efforts were made to pre- 
vent the emigration of factory workers or 
others who had knowledge of the construction 
of textile machinery. 

The United States, however, follows a 
policy of not withholding either technical 
knowledge or specialized equipment from 
other countries, except for reasons of security. 
It might be noted in passing that our policy 
of furnishing technology to the U.S.S.R. dur- 
ing World War II, in the light of the present 
situation, appears to have been most unwise. 
Yet I am not one of those people who believe 
that our present difficulties with the U.S.S.R. 
could easily have been foreseen. At least there 
appears to be no valid reason at present for 
withholding technology from the other Amer- 
ican Republics, other than in a few cases in- 
volving security. The history of international 
trade has amply proven that, from an eco- 
nomic point of view, an industrialized nation 
has nothing to fear from industrialization and 
other economic development abroad. While 
the pattern of exports and imports will change, 
the history of foreign trade has amply proven 
that the volume of trade increases rather than 
decreases under such conditions, and that 
a higher level of living in both countries 
eventuates. 


Need for Technology and Scientific 
Management Abroad 


In order to indicate the need both for tech- 
nology and scientific management in other 
American Republics, consider the following 
particular case history. During my sojourn in 
Venezuela, during the early part of World 
War II, the Pan-American building in Cara- 
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cas, used by the American Embassy, was en- 
larged from two to four stories. The concrete 
was mixed outside my office on the first floor, 
and was carried in the familiar used five- 
gallon oil cans to the upper stories by a large 
group of workers. Up and down they went, 
day after day, with cans of cement on their 
shoulders. This manner of handling materials 
is probably little different from the way in 
which they were handled to build the pyra- 
mids. Witnessing such crude methods makes 
a person trained in management positively 
uncomfortable. A lift could have been installed 
without much difficulty to take the concrete 
to the upper stories at a substantial saving in 
manpower and, very probably, in cost like- 
wise. If leaders in economically underdevel- 
oped countries, and, in particular, the owners 
of small industrial establishments, people in 
the construction industry, and those who are 
engaged in the marketing of goods would take 
to heart the lesson of the Gilbreth story in 
the movie “Cheaper by the Dozen,” economic 
development throughout the world would be 
substantial without any influx of foreign capi- 
tal. 


Better Use of Productive 
Factors Needed 


The essential probiem of economic develop- 
ment is to make better use, continually, of 
the various productive factors, that is, of eco- 
nomic resources. Of course, the supply of 
some factors—for instance, capital—may need 
to be supplemented from abroad if there is a 
relative scarcity of it and this scarcity is with- 
holding development. Apparently, however, 
the fact that productive factors are in part 
substitutional is not sufficiently recognized. 
Capital goods are labor saving devices. Ob- 
viously, the need for such devices depends, in 
most instances, upon the need for saving labor. 
It made good economic sense during the late 
war to build some of our airports abroad by 
mass labor, and others by the combined use 
of complicated earth-moving equipment and 
a minimum of labor. Labor was abundant and 
cheap in certain areas; scarce and costly in 
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others. In peace time the financial test of what 
is cheapest applies even more strongly. The 
justification of the importation of capital 
goods, therefore, depends largely upon the 
abundance of labor. 

At times, admittedly, the financial test ap- 
plied to the use of means for economic devel- 
opment must be set aside. Urgency of need 
may suggest that slower hand labor methods 
should not be used on certain projects, even 
though labor is abundant. Some military and 
sanitary projects may be of this character. In 
this connection, I am reminded of the loan by 
the International Bank for Reconstruction 
and Development to India for the eradication 
of kans grass. This deep-rooted grass is known 
to infest 10,000,000 acres in India of other- 
wise good agricultural land. Evidently, deep 
plowing with heavy tractors, plows, and ancil- 
lary equipment is the only practicable method 
for its eradication. India expects to reclaim 
3,000,000 acres by this means over the next 
seven years. In this instance, hand labor, 
though abundant, was no match for capital 
equipment. Thus, equipment was provided 
through a loan to do the job. Nevertheless, 
often, only simple equipment such as wheel- 
barrows, small conveyors, and hand tools, 
rather than the huge equipment of Caterpillar 
and LeTourneau, can economically be justified 
on projects in underdeveloped countries. 

It is not sufficiently recognized in under- 
developed countries that the flow of capital 
to them depends just as much upon their 
capacity and willingness to receive it as upon 
the capacity and willingness of other coun- 
tries to make it available. Since the end of 
World War ITI there have been requests from 
many nations for assistance in economic de- 
velopment, but very few well-thought-out 
programs. The concept of the ability to receive 
capital implies the ability to use it produc- 
tively. Raw materials for a project may be 
lacking, of poor quality, or inaccessible. The 
demands of the mark<t may be too small to 
permit economic production if the optimum 
size of the production unit is large. There may 
be neither the necessary technology nor man- 


Michigan Business Kev MA 


le 
sti 


Pp 
ty 
i 
el 
i te 
th 
at 
in 
pl 
sit 
pr 
pa 
lit 
wu 
pl 
ar 
ea 
re 
nc 
. 


wT 


agerial ability available. If conditions are not 
such as to indicate the likelihood of success- 
ful operations and still the project goes ahead, 
productive factors will not be used wisely. 
Economic development is not achieved through 
non-economic projects. 


Economic Development—A Process 
of Slow Growth 


Economic development is a process of slow 
growth. There must be a certain balance in 
that growth, a certain harmony in its various 
parts if it does not produce a distorted eco- 
nomic structure. Projects which are too far 
ahead of development in other fields cannot 
be justified. The construction of roads which 
lead nowhere in particular in an economic 
sense, and the development of power far in 
excess of what can currently be used indicate 
incapacity to receive capital for these pur- 
poses. In contrast, a key piece of road between 
two expanding regions, or a substantial in- 
crease in the kilowatt-hour capacity of an 
electric power installation where there is a 
pronounced power shortage indicate capacity 
to receive capital. But the capacity to receive 
capital is much smaller than most people 
think. In this connection the International 
Bank stated that the most striking lesson 
which it had learned in the course of its oper- 
ations was how limited is the capacity of the 
underdeveloped countries to absorb capital 
quickly for really productive purposes. 

While these concepts of growth and balance 
in economic facilities are not difficult to com- 
prehend, they are difficult to apply in actual 
situations. Judgments must be made on the 
probable rate and direction of economic ex- 
pansion. Yet there is usually altogether too 
little reliable information on which to base 
such judgments. The situation is further com- 
plicated by the fact that some economic units 
are not divisible in the sense that they can 
easily be adapted in size to the needs of a 
region. Then, also, the costs of building eco- 
nomic facilities per unit of output are usually 
less as their size increases. Thus, there is 
strong motivation for too great anticipation 
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of needs, for building productive capacity 
much in excess of present demand. Neverthe- 
less, when this is done the rate of economic 
development may be retarded rather than ad- 
vanced, for productive factors may have 

used unwisely. 


Factors Which Retard Economic 
Development 


Recently we have become increasingly 
aware of the importance of proper attitudes 
toward economic activity. Those of us who 
are familiar with the economies of the other 
American nations feel that there often has 
been a lack of willingness on the part of citi- 
zens to commit their capital to economic pro- 
jects; likewise, a lack of venturesomeness in 
economic affairs, of self-reliance, and of 
realistic planning for the future. In part, 
these attitudes are an outgrowth of the fact 
that in Latin-American countries the business- 
man and the technical expert are not accorded 
so high a social status as the lawyer, the large 
landowner, the physician, and the diplomat. 
Business has not drawn the most able people 
into its ranks, nor even its fair share. Indus- 
trial technology and business management are 
both highly respected in the United States, 
but they are not considered as high level pro- 
fessions in the other American Republics. 
Moreover, in the past two decades there has 
been an increasingly unfavorable attitude in 
these countries toward direct foreign invest- 
ments. Finally, an improper attitude toward 
government which is an underlying cause of 
political instability is often present and re- 
tards economic development in many coun- 
tries. These attitudes must change if economic 
development is to proceed vigorously and 
along sound lines in the future. 

The principal thesis of this short paper may 
now be summarized. It is that technology, 
managerial proficiency, and favorable atti- 
tudes are particularly needed for economic de- 
velopment in the other American Republics 
and, in general, are needed more than a large 
volume of additional capital. Let me hasten 
to add that variations among the Republics 
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on these matters, as on others, are very great 
indeed, and thus that generalizations are risky. 

Excellent work is being done to overcome 
deficiencies in these factors in a number of 
countries. Basically, of course, it is a prob- 
lem of education, and should be attacked as 
such. Those in charge of economic activities 
should be better prepared for their jobs. 
There is no lack of basic industrial aptitudes 
in the other American Republics but there is 
a dearth of really effective management. 


How Technology and Scientific 
Management May Be Secured 


The question arises of how these factors, 
which are so greatly needed for economic de- 
velopment, can best be secured. The problem 
is one which must be attacked on many fronts 
simultaneously. Both informal and formal 
education have an important place in the pro- 
cess. As informal education I would include 
the increase in understanding and proficiency 
secured as the usual result of foreign invest- 
ment in productive facilities. In my opinion, 
this is the best, the most natural “vehicle” for 
taking technology and managerial proficiency 
abroad. In the field of industrial development 
particularly, there is no good substitute for 
the knowledge and experience of private busi- 
ness enterprise. Nevertheless, this method is 
not being used as extensively as formerly. The 
amount of direct investment abroad by North 
American concerns since World War II, other 
than in the petroleum industry, has not been 
great. Efforts both by government entities 
and by private groups to stimulate direct in- 
vestment continue, but they have not been 
successful. There is too much uncertainty in- 
volved. Private capital can adjust itself to 
many conditions, but not to extreme uncer- 
tainty. Receptivity of other nations toward 
investments within their borders has been at 
low ebb, and the barriers created to invest- 
ment are formidable. Many informed people 
in the United States feel that discouragement 
of direct foreign investment is shortsighted 
policy, and, principally, because it withholds 
the importation of technology and managerial 


proficiency, and, therefore, economic develop- 
ment. 

Certain countries, notably Chile, have seen 
fit to go direct to the market for the employ- 
ment of technical and managerial skills. At 
one time Corporacién de Fomento de la Pro- 
ducci6én de Chile (Chilean Development Cor- 
poration) was employing 160 United States 
technicians and management experts in a 
number of fields as full time consultants. At 
times the Export-Import Bank and the Inter- 
national Bank for Reconstruction and Develop- 
ment have made the use of technical consult- 
ants a condition precedent to the granting of 
loans for certain projects. By this means con- 
siderable technical knowledge has been ex- 
ported to other countries. Government experts 
in the fields of public health, agriculture, edu- 
cation, and public administration, to name 
only a few, have been made available. Co- 
operation in the fields of public health and 
agriculture has been outstanding in its results. 

The most recently announced and the most 
widely publicized plan for cooperation is the 
Point Four program. In principle, the pro- 
gram is sound and fully capable of justifica- 
tion but its administration may be faulty. The 
problems involved are difficult ones and there 
are many opportunities for unwise decisions 
and for “busy work” which has no practical 
application. However, the experience, both 
fortunate and unfortunate, with the projects 
of the Office of the Coordinator of Inter- 
American Affairs, the Interdepartmental Com- 
mittee on Scientific and Cultural Cooperation, 
and the Institute of Inter-American Affairs 
should be helpful. These projects featured 
technical cooperation and assistance. It must 
be reiterated that the Point Four program is 
of the same general character as the programs 
of these other organizations and not a pro- 
gram of foreign investment. 

The principal problem involved is the one 
of finding suitable personnel for assignments 
abroad. In this connection, Willard Thorp, 
Assistant Secretary of State for Economic Af- 
fairs, made the following statement: 

“It is difficult to know how many such 


Michigan Business Ken M 


people can be found, but this factor 

more than any other has been responsible 

for determining the size of the request 
made by the administration to the Amer- 
ican Congress. Actually, the estimates un- 

derlying the request provide for 2,445 

experts, of whom 1,921 are estimated to 

come from the United States. This may 
seem like a relatively small number of 
individuals, particularly if one thinks of 
the many countries involved and the 
many fields of knowledge. However, if 
one thinks of it in terms of locating the 
individuals, fitting them into the pro- 
jects, and actually getting them to work, 

it is obviously a tremendous under- 

taking.’ 

To any one familiar with the problems of 
recruitment, selection, and training for these 
assignments, and also acquainted with the 
problems involved in creating conditions in 
other countries in which those assigned can 
work effectively, even a modest Point Four 
program appears to be a formidable under- 
taking. While our country is actively rearming 
to meet the threat of communism, the diffi- 
culties of carrying forward the program are 
greatly accentuated. It is unlikely that many 
technologists or management experts can be 
spared for work abroad in the months ahead, 
unless their work contributes to the common 
defense. Nor will putting the program under 

1 Thorp, Willard L., “Practical Problems of Point 


Four,” The Annals of the American Academy of 
Political and Social Science, July 1950, p. 98. 


the aegis of the United Nations lessen the 
difficulties or make the administration of the 
program easier. It may relieve us of charges 
of officiousness and economic meddling which 
may at times have been deserved. Neverthe- 
less, if the program is pushed as vigorously as 
world conditions permit, and if it is kept 
within the proper channels and well-adminis- 
tered, it holds much hope for the future. 


Facilities for Technical and 
Business Education Needed 


Finally, there is no good substitute for 
formal education in technology and manage- 
ment. Technical schools, trade schools, agri- 
cultural colleges, and schools of business ad- 
ministration are greatly needed in the other 
American Republics and those now in opera- 
tion need strengthening. If it is recognized 
that economic development is, in large meas- 
ure, a product of education, assistance in pro- 


‘viding buildings, staff, and libraries may be 


forthcoming. Training, such as that given in 
the Inter-American Institute of Agricultural 
Sciences at Turrialba, Costa Rica, and through 
the agricultural program of the Rockefeller 
Foundation in Mexico, will do more in the 
long run to sitmulate sound economic growth 
than any other type of effort. While the need 
is not so apparent, formal training is also 
needed in the technology and management of 
industry, and must soon be provided if the 
levels of living are to be substantially im- 
proved in the other American Republics. 
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CONTROLLING EXPORTS 

The Commerce Department issued a 30- 
page quarterly report on export controls to 
show what quantities of various commodities 
it licensed for shipment abroad during the 
fourth quarter of 1950. This report is avail- 
able for 15 cents from the Superintendent of 
Documents, U. S. Government Printing Office, 
Washington, D. C. 
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FARM_ INCOME 


Production expenses in 1950 accounted for 
60 per cent of farmers’ gross income compared 
with 52 per cent in 1945, while net farm in- 
come between the two years actually dropped 
by one-third in terms of purchasing power. 
This was reported in a study made for the 
Senate Agriculture Committee. 
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Michigan Business Indicators 


MILLIONS OF DOLLARS 


MICHIGAN BANK DEBITS 
12 CITIES — LOWER PENINSULA 
( ADJUSTED FOR SEASONAL VARIATION )} 


1945 1946 1947 1948 1949 1950 1951 
BANK DEBITS—THE MOST INCLUSIVE MEASURE OF BUSINESS ACTIVITY—Following 
the strong recovery of 1950 bank debits in the Lower Peninsula continue their sidewise movement. 
Their future movement will be largely affected by the price level. 
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MICHIGAN BANK DEBITS 
12 CITIES — UPPER PENINSULA 
( ADJUSTED FOR SEASONAL VARIATION ) 


1945 1946 1947 1948 1949 1950 1951 


UPPER PENINSULA BANK DEBITS—The pattern of Upper Peninsula bank debits resembles 
debits below the Straits except for somewhat greater stability. 
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MILLIONS 


ELECTRIC POWER CONSUMPTION 


( INDUSTRIAL ) 
IN TEN MICHIGAN CITIES 


1945 1846 1947 1948 1949 1950 1951 


. POWER CONSUMPTION-—Power consumption is crowding close to capacity and can increase only 
slowly from the present level. 3 


THOUSANDS 


MICHIGAN EMPLOYMENT 
(NON-AGRICULTURAL 


1945 1946 1947 1948 1949 1950 195! 


EMPLOYMENT-The chance of a reconversion decline in employment diminishes and if it occurs 
should be of short duration. 
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An analysis of the development and nature of parity pricing, 
its impact on production and consumption, and its 


relationship to the current inflation. 


Parity Prices and the 


Inflationary Spiral 


S brief discussion of agricultural parity 
pricing is written in the belief that the 
program has gained considerable support on 
false grounds. Many fair-minded Americans 
have been persuaded that agricultural parity 
pricing is an eminently equitable concept. 
They believe that since a parity price will 
maintain a constant ratio between the prices 
received by farmers for their products and the 
prices paid for what they buy, farmers are 
merely aided in maintaining their relative 
purchasing power (or real income). If the 
prices paid for things farmers buy go up, then 
the parity prices of the commodities farmers 
produce and sell likewise go up, and that, 
many people believe, is all there is to parity. 
This idea is implied in the following explana- 
tions of parity which recently have appeared 
in newspapers: 

1. “Parity is a Government price estab- 
lished by formula for every farm product. It 
is supposed to give the farmer a fair return 
for his product in relation to prices he pays 
for things he uses.” 

2. “Parity is a figure set by the government 
to be sure farmers get a decently livable price 
for their farm products.” 

A farmer’s real income, however, depends 
not only upon the relative prices of his pro- 
ducts, but also upon the number of units of 
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product which he can produce per day of 
labor and other resources—in short, upon the 
productivity of farmers. This productivity 
can also be expressed in terms of cost per 
unit of production (excluding price changes), 
and thus it has a very important bearing upon 
real income, for if a unit of farm product has 
the same purchasing power but costs less to 
produce, the farmer’s real income is increased. 
Yet changes in productivity are not allowed 


for in the parity price concept. 


What Parity Pricing Really 
Means 

Essentially the effect of the parity pricing 
concept is to insure that the present price of 
a farm product has a purchasing power equiv- 
alent at least to that enjoyed in the good old 
days of 1910-14. To illustrate, the average 
price of corn during the five-year base period 
1910-14 was $.642 per bushel. By January 
15, 1951 a representative sample of the things 
farmers buy had advanced to a price which 
was 266% of the 1910-14 price. For a bushel 
of corn to maintain its 1910-14 purchasing 
power, its price must also be 266% of the 
1910-14 base price, or $1.71 ($.642 2.66). 
This was the actual parity price of corn on 
January 15. 

Even if since 1910-14 increased productiv- 
ity has enabled the farmer to produce three 
times as many bushels of corn with a day of 
labor and other resources, the parity price is 
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still $1.71 per bushel and if paid would indi- 
cate a trebling of his real income. This is a 
rather nice arrangement to have—if you hap- 
pen to be a farmer. Moreover, if the govern- 
ment administrators limit the number of acres 
of corn the farmer can plant, the rows can be 
planted closer and more fertilizer used. If the 
number of bushels sold is limited, more live- 
stock can be fed and the corn marketed on 
the hoof instead of by the bushel, or the 
farmer can devote more of his effort to pro- 
ducing other commodities. The administrators 
are no match for the farmers. 

During 1950 the formula for computing 
parity prices was “modernized” in accordance 
with legislative amendments. It is still true, 
however, that on January 15, 1951 the effec- 
tive parity price for corn was $1.71 per bushel 
as computed under the “‘old” method described 
above. The reason is that for basic commodi- 
ties' parity must be computed under both the 
“old” and the “modernized” formulas, and 
until 1954 the higher will prevail. For non- 
basic commodities, parity in 1951 cannot be 
more than 10 per cent below that computed 
under the “old” method—there is no upward 
limit. At present, parity under the “old” 
formula is higher for all basic commodities 
except rice. Thus, the old formula is still sig- 
nificant. A description of the “modernized” 
method of computing a parity price is offered 
in an appendix to this article. Essentially, like 
its ancestor, the “modernized” formula aims 
to insure that the present price of a farm pro- 
duct has a purchasing power equivalent at 
least to that of 1910-14. It does, however, 
provide for some flexibility of specific com- 
modity prices. 

The government, of course, has not under- 
taken to maintain this parity price relation- 
ship to the fullest possible degree. But neither 
is the parity price being used merely as a 
rough benchmark to guide the setting of a 
true price floor to shield the farmer from a 
collapse of the price structure. Present legis- 


1The Agricultural Adjustment Act designates the 
following as basic commodities: cotton, wheat, rice, 
corn, peanuts, and tobacco. 
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lation requires that authoritative measures be 
taken to support the prices of basic commodi- 
ties at 90 per cent of the parity price. 

But with inflationary forces vigorously at 
work in our present defense economy, the need 
for the restraint of rising farm prices rather 
than price support is the real problem. In 
spite of this the Defense Production Act of 
1950 provides in part that no legal ceiling 
price on any individual agricultural com- 
modity may be below the higher of either 
(1) 100 per cent of the parity price, or (2) 
the highest price received by producers during 
the period May 24 to June 24, 1950, as de- 
termined by the Secretary of Agriculture and 
adjusted by grade, location, and seasonal dif- 
ferentials. Thus no departure from the 1910- 
14 pattern of relative prices would be per- 
mitted if it would be disadvantageous to 
farmers. 

The relationship of farm and non-farm 
prices in the period 1910-14 was generally 
favorable to farmers and it is understandable 
why some feel that they should strive to main- 
tain it. Yet the continuation of such a histori- 
cal relationship is surely unfavorable to the 
economy as a whole. Certainly many of us 
still believe that as underlying forces change 
in our economy the prices of individual goods 
and services should change and yield a new 
set of relationships to guide our economic 
activities. 

Parity Prices Resist Basic 
Economic Forces 

After World War I most farmers faced 
grave difficulties. They were burdened with an 
almost fantastic amount of debt, large export 
markets were suddenly disappearing, and the 
demand for many farm products was not in- 
creasing in proportion to the advance in pro- 
ductivity. There were severe downward pres- 
sures on farm prices. Later when the whole 
economy went into the Great Depression the 
problems of farmers became still worse. 

Today, although there would be consider- 
able variation among individuals, most farm- 
ers are in a much more favorable position. It 
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is not the purpose of this article, however, to 
contend that today there is no farm problem 
—especially is there a need for inducing a 
large number of new members of our growing 
labor force to move away from some farming 
areas. Nor will the following analysis consti- 
tute an argument against some kind of price 
floor. 

It is the opinion of the writer, nevertheless, 
that a better approach to improving the eco- 
nomic well-being of farmers is to maintain a 
generally healthy, progressing economy. This 
would provide new employment opportunities 
to which workers could shift. It would also do 
much to avoid a need for price floors. The 
present approach of parity pricing, using an 
ancient set of price relationships as a guide, 
works against required employment shifts and 
other changes by resisting basic forces such 
as changes in consumer tastes and increases 
in productivity. 

Only by accident will a price computed by 
a parity formula avoid conflict with such basic 
forces. Consequently, the parity concept does 
not provide a sound measure of relative prices. 
Prices determined in that way can be either 
too high or too low. By resisting necessary 
changes the parity concept tends to distort 
production and income relationships. More- 
over, when consideration is given to some very 
real differences among farmers, parity pricing 
appears to be neither economically sound nor 
equitable even as among farmers. 

The concept in practice has not been as 
bad as it might have been precisely because 
it has not been completely followed. The un- 
soundness of the concept might be much more 
serious, however, in a defense economy in 
which this guide was more rigidly used to 
determine price relationships. The reasoning 
behind these statements can be illustrated by 
considering the effects of parity pricing in re- 
spect to changes in productivity. It is useful 
to distinguish three different productivity 
situations. 

The First Case 

The first case is one in which cost per unit 

of production (excluding price changes) for 
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a farm commodity decreases at a rate just 
sufficient to keep in step with advancing pro- 
ductivity for the whole economy. Since parity 
would maintain the purchasing power of a 
unit of product, a farmer could increase his 
real income by producing more units of pro- 
duct with the same labor and other resources, 
or he could have the same real income with 
less work and more leisure, or he could take 


some combination of increased income and — 


leisure. He would merely be moving ahead 
with the whole economy, however, and not 
changing his relative income position. In this 
special situation the change in productivity 
would not tend to make the parity price differ 
from the free market price. Product demand 
would also influence the market price, but if 
the market wanted to continue with the same 
proportion of resources devoted to producing 
this commodity, demand would not tend to 
change the price. The parity price and the 
free market price would be the same under 
these very special circumstances. The effects 
of a change in demand conditions are con- 
sidered in the next case. 


The Second Case 


The second case is that in which the cost — 


per unit of production of a particular farm 
commodity is not reduced, or in which the 
rate of cost reduction is below average, in a 
progressive economy. In this situation the 


parity price would be too low to keep the | 


income of its producers advancing in step with 
the income for the economy as a whole. In 
the absence of sufficient downward pressure 
on price for the demand side of the market or 
an attempt to maintain the parity price as a 


ceiling, market forces would raise the price 


above the parity level. 

Perhaps the operation of such market forces 
may be simply illustrated in terms of what 
we could call the price of lawn mowing. Let 
us conveniently imagine first a small lawn 
which could have been mowed in about one 
hour in the base period 1910-14 at a price 
of 20¢, and second, that there has been no 
increase in productivity for this job. If one 
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were to apply the parity price concept here, 
what would be the parity price today? The 
parity price would be 53¢ ($.20 X 2.66), and 
this would give the worker about the same 
real wage or purchasing power for this job as 
did 20¢ in the base period. Since there has 
been no increase in productivity it would not 
be possible to cut more lawns per day of work. 
Thus a day of work devoted to lawn-mowing 
would yield no higher real wage than in the 
base period. 

If home owners really want someone to do 
the job, however, what must actually happen 
to the price of lawn mowing? The price must 
go up to provide an increase in real wages in 
line with the increase for the economy. It 
must go above the parity price or workers 
will shift to different, higher paying jobs. 

Thus it seems clear that a parity price can 
be a poor measure of price relationships by 
being too low. Moreover, this not only can 
happen—the facts indicate that it does hap- 
pen. Wool, cotton, beef cattle, lambs, and veal 
cattle are examples of important commodities 
for which the market prices are now above 
parity levels. Cotton excepted, it is likely that 
unit production costs for these commodities 
have decreased at a rate below the average 
for the economy and tend to raise their prices. 
However, the behavior of market demand for 
these commodities also plays a very significant 
role in raising their prices. Although some of 
the present upward pressure on the prices of 
these commodities is purely the result of in- 
flation, part of it is due to relatively strong 
market demand. 

Ox the other hand, demand exerts a down- 
ward pressure on price for many other agri- 
cultural commodities. As the general level of 
productivity and income for the economy is 
raised there is a less than proportionate in- 
crease in demand for some products. This is 
especially true for some food items. In effect, 
higher productivity enables us to produce all 
the food consumers demand with a smaller 
proportion of our resources. The market then 
calls for a diversion of resources to other lines 
of production. This is normal and desirable 


MAY, 1951 


in a progressive economy. At the same time, 
however, this need for a shifting of resources 
may cause the prices of even those commodi- 
ties with below average rates of unit cost re- 
duction to be forced below parity levels—until 
the shift is accomplished. 

The Third Case 

The most striking effect of parity pricing 
occurs in the third situation in which the re- 
duction of cost per unit of production for a 
commodity exceeds the increase in productiv- 
ity for the economy as a whole. In the absence 
of an unusual increase in demand, the market 
price of the product would normally decline 
and consumers as well as farmers would bene- 
fit from this large reduction in unit cost. The 
parity concept, however, does not permit 
this. The parity price would not decline. At 
the parity price farmers producing the com- 
modity in question would be able to keep all 
the gains of increased productivity, and they 
would gain a greater advance in real income 
or leisure than would other producers. 

It would be a satisfying experience if we 
could analyze the change in the real income 
of farmers over a period of time and determine 
just what effect parity pricing has had upon 
the income of farmers. This does not seem 
feasible, however, because of several compli- 
cating factors. One serious complication is 
found in the parity pricing policy itself. The 
government has not intended to maintain 
prices at 100 per cent of parity; it has at- 
tempted to support various commodities at 
different percentages of parity; these percent- 
ages have varied from time to time; and the 
government’s attempts have met with various 
degrees of success. Another complicating fac- 
tor is that the increase in productivity which 
has taken place in agriculture varies markedly 
by commodity, type of farm, size of farm, 
region, etc. Farmers and farms are not all 
alike, and a sharper recognition of this and 
the ways in which such differences condition 
the effects of parity pricing perhaps would be 
more useful than a measure, which such dif- 
ferences help to obscure, of the dollar effect 
of parity pricing upon farm incomes. 
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Farm Costs 


A brief look at what has actually been hap- 
pening to unit costs of production in farming 
may support this statement. The most recent 
study on farm costs and returns published by 
the U. S. Department of Agriculture indicates, 
for example, that relative to the prewar period 
1937-41 cost per unit of production is still at 
about the same level on family operated dairy 
farms in central New York and southern Wis- 
consin.’ But over this same relatively short 
span of time cost per unit of production is 
down to about one-half the old level on family 
operated winter wheat farms. The report 
covers seven major farming regions and the 
two extremes in respect to the change in unit 
cost have been cited. It is also likely that unit 
costs cannot be measured and corrected for 
changes in the price level with complete ac- 
curacy, but what is important here is that 
there are wide differences in the degree of 
cost reduction. It then seems quite clear that, 
especially working from a 1937-41 base, 
parity pricing would have markedly different 
effects upon incomes in the two regions. Net 
real income on the wheat farms has in fact 
gone up much more than net real income on 
the dairy farms included in this government 
study. 

These few facts are indicative of the true 
distinctiveness of the individuals whom we 
too often lump together as “farmers.” While 
there is a real usefulness to such broad classi- 
fication, it is also necessary to remember that 
the particular production and marketing prob- 
lems faced by individual farmers are extreme- 
ly varied. The parity price concept does not 
adequately allow for this diversity. It there- 
fore cannot be a sound measure of price re- 
lationships even as among the many different 
farm commodities. 

Moreover, when the parity pricing concept 
acts to prevent consumers from benefiting 


1“Farm Costs and Returns, 1949, With Compari- 
sons, Commercial Family-Operated Farms in 7 Major 
Farming Regions,” U. S. Department of Agriculture, 
May 1950. 
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from the rapid cost reduction which occurs in 
some more favored lines, it can hardly be 
hailed as equitable. Fortunately, such a situa- 
tion is strikingly unusual in our economy. We 
do not find that the owners of capital keep all 
of the increased output of goods produced 
with their capital. Nor do we observe that pro- 
ducers of manufactured goods are able to keep 
all the gains when greater productivity lowers 
production costs. Normally, increased produc- 
tivity sets in operation market forces which 
act to reduce price or improve product quality 
and thus, regardless of their origin, make the 
gains of productivity generally available. But 
in agriculture the law does not allow changes 
in productivity or other basic economic forces 
fully to express themselves through price 
changes. Authoritative measures such as gov- 
ernment buying, government credit, acreage 
restrictions, marketing quotas, etc., are used 
to maintain the parity relationship of prices 
and rigidly resist such basic forces. Certainly 
there would be vigorous opposition if any 
group tried to make the prices of such goods 
as electric light bulbs, radios, automobiles, 
rayon, etc., conform to some ancient pattern 
which would block the general distribution of 
the gains of higher productivity. 


Parity Pricing and the 
Consumer 

In a competitive economy the benefits of 
increased productivity will be largely passed 
on to the whole body of consumers even if the 
producers can claim full credit for improve- 
ment. Not even this claim can be made for 
the advanced productivity of agriculture. In 
fact much of the increase in productivity is 
due not to farmers but to city people—the 
producers of farm machinery and equipment, 
the producers of chemical fertilizers and in- 
secticides, and scientists who have worked out 
better methods of production and developed 
superior seed and animal stock. An appeal for 
fair treatment hardly supports the argument 
that farmers should have the power to keep 

all the gains of higher productivity. 
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Parity Prices and Inflation 

There are of course other important forces 
which would have a bearing on agricultural 
prices and output, but enough has been said 
to indicate the basic unsoundness of the parity 
price concept. It should be emphasized, how- 
ever, that the uneconomic effects of this con- 
cept are especially dangerous during this 
period of national emergency. When the law 
provides that prices be supported at 90 per 
cent of parity at least some departure from 
the historical price pattern is allowed, but in 
the present environment of general price ceil- 
ings there is still less opportunity to depart 
from the outmoded price pattern since the law 
will not allow ceilings on farm prices to be 
lower than 100 per cent of parity. The pre- 
ceding analysis of parity indicated that an 
economically sound price may be either above 
or below a price computed by the parity 
formula. By authoritatively forcing prices 
closer to the parity pattern this 100 per cent 
of parity requirement will yield a pattern of 
price relationships which is more unsound 
than that which already exists. It also adds 
to the array of dangerous inflationary forces. 
Neither of these effects enhances our national 
strength. 

Unless spending is reduced enough to defi- 
nitely stop further inflation, farm prices will 
continue to rise. Of course, if price ceilings 
restrain advances of the prices of things 
farmers buy, farm prices will finally hit full 
parity levels and may be placed under ceilings. 
But this is easier said than done, for during 
the time farm prices advance towards 100 per 
cent of parity, upward pressures will be placed 
upon the prices of goods and services making 
use of the farm commodities. Price adjust- 
ments made here and there will raise the cost 
of living and result in new demands for wage 
advances. The first thing we know, the prices 
of the things farmers buy will be higher, exist- 
ing ceilings on farm prices will then be below 
the revised and higher parity prices, and 
around the spiral prices may climb again. The 
parity price formula obviously is as unsatis- 
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factory for determining ceiling prices as it is 
for determining support prices. 

It was pointed out before that this is not 
an argument against some kind of price floor. 
The use of some type of selected price sup- 
ports may be called for in the face of a pres- 
ent or impending emergency. But such sup- 
ports should be looked upon as special treat- 
ment for pathological conditions—not as a 
normal way of life. We should recognize that 
in a successful free enterprise system the free 
forces of the market must be allowed to oper- 
ate most of the time and over most of the 
economy. A continuous regulation by govern- 
ment formula of the prices of such an im- 
portant group of products as farm commod- 
ities constitutes a far greater concession than 
we can afford to make if we desire the bene- 
ficial results of a free system. 


APPENDIX 
“Modernized” Parity Price Formula 


The “Modernized” parity price formula 
employs an Index of Prices Paid’ by Farmers 
as well as an Index of Prices Received by 
Farmers; both indexes are related to a 1910-14 
base; neither index is a current innovation. 

The base price of the commodity for which 
a parity price is to be computed, however, 
has been changed. The new base price, called 
the “adjusted base price,” is obtained by tak- 
ing the following steps: 

1. Determine the average of the prices re- 
ceived for the commodity over the last 
ten-year period. 

2. Determine the average of the index of 
the general level of Prices Received by 
Farmers (1910-14 = 100) over the last 
ten-year period. 

3. Then (1) ~ (2) = “Adjusted Base 
Price” of the commodity. 

To illustrate, the January, 1951 “adjusted 

base price” for eggs is computed as follows: 

1. Average price of eggs 1941-50 — 38.4¢ 
per dozen. 

2. Average Index of Prices Received by 
Farmers 1941-1950 = 218 per cent. 

3. 38.4 — 2.18 = 17.6¢ per dozen. 

The parity price of a commodity is ob- 

tained simply by multiplying the “adjusted 
1The Index of Prices Paid includes: producer 
goods, consumer goods, interest, taxes, and wage 
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base price” by the Index of Prices Paid by 
Farmers (1910-14 = 100). 

The January, 1951 parity price for eggs 
under the new formula is derived as follows: 

1. Adjusted base price = 17.6¢ per dozen. 

2. January, 1951 Index of Prices Paid by 

Farmers = 272 per cent. 

3. 17.6 K 2.72 = 47.9¢ per dozen.? 

The “modernized” formula probably does 
represent something of a real improvement. 
The inclusion of wage rates in the Index of 
Prices Paid by Farmers provides a more repre- 
sentative list of farmer expenditures. It is a 
question, of course, whether the inclusion was 
made for this purpose or because a high wage 
rate factor in the index would be yet more 
favorable to farmers, but in the sense indi- 
cated this change can be considered an im- 
provement. 

Gearing the “adjusted base price” of a 
commodity to the average of its prices in the 
10 preceding years is also a change for the 


2 Since this happens to be more than 10 per cent 
below parity under the “old” formula, it is not the 
effective parity price; the latter is 51.5¢ per dozen. 
(90 per cent of the “old” parity). 


better in that it allows for a little more flexi- 
bility (or better: less rigidity) of parity prices 
for individual commodities. Greater price 
flexibility should act to encourage a better 
allocation of resources in respect to the pro- 
duction and use of individual farm commodi- 
ties. However, it is interesting to note that to 
achieve this flexibility, market prices must 
depart from parity prices—a complete ad- 
herence to parity would make this flexibility 
impossible. 

The ten-year moving average also makes 
the base price a little less ancient than the 
1910-14 base, but this can easily be over- 
stressed. For if during the previous 10 years, 
prices have been authoritatively controlled 
through the parity concept to conform closely 
to 1910-14 relationships, then a price based 
upon the previous 10 year pattern will also 
bear some resemblance to 1910-14. Thus the 
“modernized” parity price formula has 
essentially the same effect as its ancestor, 
namely: to insure that the present price of a 
farm product has a purchasing power equiva- 
lent to at least that enjoyed in the period of 
1910-14. 


BUSINESS BRIEFS 


LABOR FORCE 


The labor force in the U. S. during 1950 
averaged 64,600,000 as compared with 
63,600,000 in 1949, the Census Bureau re- 
ported. At the peak of World War II, in 1944, 
when 11 million men were in uniform, the 
labor force averaged 65,900,000. The term 
“labor force” means anyone actually at work 
or available for work. 


CERTIFICATES OF NECESSITY 

Certificates of necessity were issued by the 
Defense Production Administration between 
January 25 and March 7 to 231 companies 
for 313 projects with an estimated cost of 
over $1,183 million. D.P.A. said the average 
individual tax write-off certification was 74 
per cent. This brought to over $2,683 million 
the total cost of projects certified as necessary 
and eligible for faster write-off under the 
Defense Production Act through March 7. 


SOCIAL SECURITY 


Old age and survivors insurance benefits 
were paid to nearly three million individuals 
in the sum of $749 million during the year 
ended June 30, 1950, according to the annual 
report of the Social Security Administration. 


CENSUS OF BUSINESS 
FINAL REPORTS 

Individual bulletins from the Census of 
Business—1948 for each State may now be 
purchased at Commerce Field offices at vary- 
ing prices. (Write to the U.S. Department of 
Commerce Field Service for a complete list.) 
A few releases that should be popular with 
businessmen in this area are: 


Penn- 
Mich- syl- Indi- 
Ohio igan vania ana 
Wholesale Trade $0.15 $0.15 $0.15 $0.15 
Retail Trade 30 .20 30 .20 
Service Trades .25 .20 30 20 
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MALL businesses, particularly small manu- 
facturing plants or shops, frequently re- 
port difficulties when expanding volume. A 
common experience is inability to “get over 
the hump.” A moderately profitable operation 
fails to yield an income commensurate with 
the owners’ ambition, or refuses to grow to a 
point that promises the security or opportun- 
ity desired for his widow or heirs. Experi- 
mental attempts to expand, sometimes quite 
courageous in view of limited resources, re- 
sult in costs rising much more rapidly than 
revenues. Yet the owner can demonstrate 
lower costs, a better competitive position, 
greater resistance to cyclical adversity, and 
similar benefits if only he could expand to a 
given volume. This volume usually exceeds 
present output by a substantial amount. It 
is two or three times as much, rather than 
ten or twenty per cent more. And it cannot 
be attained gradually, at least not without 
incurring severe losses in the process. 
Another situation, which appears super- 
ficially to be just the opposite of this, some- 
times arises when a concern outgrows its 
existing plant. Operations have been profit- 
able in spite of an inefficient layout and out- 
moded equipment. The business acquires a 
new, larger plant, with advantageous layout 
and modern machinery. Yet operating results 
in the new plant prove disappointing for much 


’ longer than the expected shakedown period. 


About the author — 

A specialist in analyzing and teaching the prob- 
lems of small business, William M. Hoad is Research 
Associate and Lecturer in this School of Business 
Administration. 
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Break-even point analysis of small businesses shows 
stair-step changes in costs, and accompanying 
substantial differences in earnings. 


Profit Pockets 


William M. Hoad 


Even though most expansion and improve- 
ment programs turn out well, enough do not 
to suggest some reason other than poor judg- 
ment or bad luck. | 


Break-even Analysis 

Inquiry among small manufacturers indi- 
cates that experiences like those illustrated 
above are not uncommon. It further suggests 
that the costs of small businesses may not 
follow the pattern of conventional break-even 
charts. These charts analyze the effects of 
changes in output on the cost of production, 
with costs typically divided, in more or less 
detail, into those classed as relatively fixed 
and those that vary with output. 

In the long run, all costs are variable; con- 
trariwise, for the extreme short run, all are 
fixed. Break-even analysis ordinarily assumes 
plant to be fixed, and examines the effect of 
various levels of output on production costs 
and profits. The technique may be applied to 
management and marketing, as well as pro- 
duction. Each of these three branches of busi- 
ness activity may have an optimum, or a 
series of near-optimum, relationships between 
expenditure and output. For a given concern, 
these optimums in production, management, 
and marketing probably will not coincide. 
Adjusting output to achieve greater efficiency 
in one field typically leads to some loss of 
efficiency in another. This holds for businesses 
of all sizes. 


Costs in Small Businesses 


Costs of the small business, nevertheless, 
differ from those of the large in a number of 


eS 
| 
e 
} 
] 
i 
q 
1 
qi 
1 
i 
27 


respects. In the first place, most, if not all, 
costs in small business are variable over 
reasonably short periods of time. The owner- 
manager, in planning for the next year, half- 
year, or even quarter, can seriously contem- 
plate increasing his space, machinery and 
equipment, management, and marketing or- 
ganization several fold. Indeed, he typically 
thinks in these terms. In the accompanying 
illustrative chart, plant space increases to 
about three times its lowest amount, machin- 
ery to eight, and four different marketing 
organizations and at least two different man- 
agement (owner) assignments are involved. 
A huge corporation could not consider changes 
of such relative magnitude over short periods 
of time. A small operator can, simply because 
he is small. Expansion of productive equip- 
ment by a one-machine plant to eight times 
its original capacity requires the installation 
of only seven additional machines, which is 
quite feasible within even a short period. 

Secondly, small business cost curves are 
discontinuous—that is, they move in a series 
of steps rather than in smooth lines. The addi- 
tion of a single unit of a productive factor 
looms large if there were few such units to 
start with. Even the traditionally variable 
costs, such as labor, materials, and the like, 
often behave in this manner. Addition of one 
machinist may create a capacity that can be 
fully utilized only if output expands sub- 
stantially. 

This underlies a third difference between 
large and small concerns. Just as many fixed 
costs are in fact variable over short periods 
in the small firm, so some of the variable 
costs take on the character of fixed costs, in 
the sense that they result in excess capacity 
over significant ranges of output. Attempts 
to expand output so as to use these excess 
capacities often lead to expansion of some 
other business function, which in turn cannot 
be fully utilized until output again increases. 


Marketing Costs 
Most small businesses operate in a stage of 
rather sharply increasing marketing costs. 


Typically, personal acquaintanceship of the 
owner brings a certain amount of business. 
Mere proximity may enlarge this low-cost 
market. In any event, the first orders will be 
those that are easiest to get. Expansion be- 
yond this point requires either more intensive 
market penetration or geographic extension of 
the market. Each entails an increase in mar- 
keting cost per unit of product, aside from 
possible discovery of a class of low-cost cus- 
tomers that had formerly been overlooked or 
of a different marketing technique of which 
management had been ignorant. In general, 
sales can be increased in only two ways: by 
reaching new customers, or by selling old cus- 
tomers more. Granting well-informed, intelli- 
gent marketing to start with, greater sales 
effort is necessary to sell more in either way. 

At various stages of expansion, however, 
sales costs per unit may decrease for a while 
with increases in output. They, too, are dis- 
continuous for the small business. In a given 
situation, certain expenditures may be essen- 
tial to any greater sales. Once these are made, 
a considerably greater volume of sales may be 
obtainable at relatively little additional cost. 


Management Costs 


Management costs likewise tend to follow 
a step-like progression, once management- 
level activities absorb all of the owner’s time. 
They may tend to be decreasing or increasing 
in character, depending on whether the greater 
specialization possible with hired managerial 


assistants outweighs or fails fully to offset the — 
watering down of incentive that follows intro- | 
duction of salaried executives in an owner- — 


operated business. 

Consequently, the presumption that small 
concerns generally could achieve lower costs 
by expanding output may be erroneous. At- 
tempts to increase production may, in fact, 
raise cost per unit over a considerable range 
of output. This follows from the discontinuous 
character of many costs. If each segment of 
costs tends to rise in stair-step fashion, co- 
incidence of a number of costs that are on the 
rising phase can replace a profit with a loss. 


z= 


Michigan Business 
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Notes on construction of the chart 

For the first 2,000 units the owner operates his 
own machines. These have an annual cost of $1,000 
each, and a productive capacity of 1,000 units. One 
man can tend two machines. Orders up to 2,000 
units a year come from the owner’s acquaintances 
at negligible cost, but beyond this point active selling 
is required. The owner accordingly employs not one, 
but two, machinists (at $3,000 each) when he adds 
a third machine. This frees his time to solicit orders, 
and he is able to double his market, to 4,000 units, 
without further sales expense. 

Materials are costly, $3,000 per thousand output, 
at the beginning. They are semi-processed. When the 
concern reaches the 3,500 production level, it can 
afford to perform this processing, at a cost of one 
special machine ($2,000), a skilled operator ($3,000), 
and an increase in rent ($2,000) necessitated by ad- 
dition of the special machine. Materials costs drop 
to $1,000 per thousand output, a saving of $7,000 
at the 3,500 production level. 

The chart is broken at this point, since, in effect, 
the business has been substantially reorganized. Up 
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A BREAK-EVEN PLANNING 
Applicable to a Small Business 
cost 
REVENUE 
40,000 
THT 
20,000 
Machine 
Machines — 
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1000 2000 3000 4000 5000 6000 7000 8000 
UNITS of OUTPUT 


to 3,500 output the chart reflects the most economical 
business organization for that volume. Beyond 3,500 
it amounts to a second break-even chart hitched to 
the first, for an organization that cannot function 
efficiently below the 3,500 output level. Shifts of 
this magnitude are not uncommon in small shops. 

At the 4,000 production level, the owner ap- 
proaches the limit of his ability to sell. Accordingly, 
sales policies are revised, with manufacturer’s agents 
handling the product at a 15 per cent commission. 
This arrangement suffices until the 7,000 level is 
reached. At this point, the concern takes on an ex- 
perienced sales director, at $6,000 a year, to line up 
additional selling agents, get them to push the com- 
pany’s product more aggressively, furnish promo- 
tional material, and generally act as the firm’s repre- 
sentative in seeking wider markets and greater pene- 
tration of existing markets. The 15 per cent com- 
mission continues. 

The charted costs do not include any return to 
the proprietor, even though he contributes labor and 
management. Whatever he gets must come out of 
the excess of revenues over charted costs. 
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Conversely, coincidence on the horizontal or 
near horizontal phase results in a plateau of 
costs which may prove very profitable until 
the next vertical step is encountered. If these 
steps occur near the break-even line, as they 
will under competitive conditions, the busi- 
ness wiil experience little pockets of profit as 
it expands output. 

The distance from one pocket of profit to 
another may be great in terms of percentage 
change in output. Because of this, small busi- 
nessmen may not be aware of the more remote 
prospects, or may lack the resources needed 
to reach them. 


Introduction of Additional 
Products 


Introduction of additional products offers a 
possible escape from higher costs following 
expansion attempts. If a new product can be 
sold to present customers through the existing 
sales set-up, its addition should reduce the 
average selling cost of the old plus the new 
product. Even though the same customers do 
not typically buy both the old and the new 
products, some advantage may be gained by 
selling each product to its easy-to-reach cus- 
tomers. If either management or plant should 
have excess capacity suitable for the new 
product, a net gain would result. Even if 
management and plant had to be enlarged in 
proportion to the increase in sales volume 
attributable to the added product, it might 
still be advantageous. This assumes that the 
small concern has additional capital which it 
would like to put to work without reducing 
the percentage return on total investment. In 
effect, it amounts to going into two, instead 
of one, small businesses. 

Ideally, additional products should comple- 
ment existing products at the production, 
sales, and management levels. Rarely can such 
a perfect combination be achieved. Many a 
small business has regretted the introduction 
of a product on the basis of its suitability 
from the production standpoint, without ade- 
quate consideration of incompatibility at the 
marketing level. That this need not be the 


sad case, however, is illustrated by one con- 
cern, with annual sales of about $100,000, 
that makes four products (related in manu- 
facture), and sells them through three inde- 
pendent sales forces to six different classes of 
customers. 

Break-even charts, in their usual two- 
dimensional form, ordinarily do not take ac- 
count of introducing new products. Further- 
more, if they apply to a multi-product plant, 
a fixed proportion of the various products 
typically is assumed. Two such charts, one 
reflecting the possibilities with the existing 
product or products and the other with the 
new product added in expected proportion, 
can readily be compared. With many products 
and many possible proportions, this could be- 
come quite complex. 


Neighborhood Stores 


Many businesses may have only a single 
profit pocket. It seems likely, for example, 
that this is true of most small neighborhood 
stores. They draw trade from the immedi- 
ately surrounding residential area, almost en- 
tirely on the basis of convenience. This auto- 
matically limits the potential market unless 
the neighborhood should become more dense- 
ly populated or the buying habits of the resi- 
dents should change favorably. Barring such 
developments, the store, to get more trade, 
must attract new customers from outside the 
neighborhood, persuade a higher percentage 
of neighborhood residents to trade with it, or 


get present customers to make more of their 


purchases in the neighborhood. 


All of these actions, however, have rather | 


sharp limitations. Trying to pull trade from 
outside its own neighborhood involves giving 
up the appeal of convenience due to prox- 
imity. Among any group of residents, some 
are attracted by nearness for the purchase of 
some items and attempts to increase either the 
proportion of persons so attracted or the pro- 
portion of their purchases that they will make 
at a neighborhood store are likely to meet 
stiff sales resistance. Adding more clerks, 
carrying more varied or larger inventories, 


th 
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supplying extra services, or raising advertising 
budgets are about the only means at the store 
owner’s disposal. Each requires expenditure. 
Once a reasonable level for such expenditures 
has been determined, additional outlays do 
not bring commensurate increases in sales. 
In short, costs rise faster than revenues. 


Single Profit-Pocket of a Neighborhood Store 


COST OR 
REVENUE 


L 


20000 300P00 400/00 
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Outside factors, to be sure, may improve the 
store’s profit-making potential. Gasoline 
rationing presumably would force more pur- 
chases to be made within tolerable walking 
distance. Increased density of population in 
the area served would provide more potential 
customers. Building up of the community be- 
yond the store might cause an increased vol- 
ume of last-minute buying on the way home 
from work. Re-routing of traffic between the 
downtown and outlying sections of the com- 
munity could have the same effect. A shift in 
the income status of neighborhood residents 
might be reflected in higher sales. However, 
changes of this sort are as likely to have ad- 
verse as favorable consequences. Furthermore, 
the store operator can do nothing about them, 
and break-even charts properly reflect the 
costs of doing more or less volume within the 
reasonably attainable limits. If only $80,000 
of annual sales can be developed, for instance, 
it is futile to show how much profit would be 
made at some unattainable level such as 
$200,000. 
A somewhat similar single pocket of profit- 
able operation probably describes the inde- 
pendent downtown merchant’s situation as 
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well. His greater possibilities of expanding 
sales through intelligent expenditure may well 
be reflected in a longer profit-pocket, extend- 
ing over a greater range of volume, or in a 
deeper, more profitable one than that of the 
neighborhood store. 


Prices, Costs, and Profits 

This discussion of break-even analysis so 
far has turned upon the effects on costs and 
profits of increasing the volume of sales. Does 
it work the same way in reverse? Do the 
charts reflect what would happen in contrac- 
tion as well as in expansion? A properly con- 
structed chart should represent fairly ac- 
curately the cost-revenue-profit situation at 
all levels of output that are shown, for the 
planning period to which it pertains. 

Unfortunately, many of the charts en- 
countered in illustrations of how to make and 
use them carry faulty implications. They start 
at zero and carry an ever-expanding profit 
triangle clear to the end of the scale, with the 
implication of indefinite increase in profits as 
volume expands. One wonders why a business- 
man would concern himself with the relatively 
limited profit opportunity shown on the scale, 
and why he would waste time plotting it, 
when unlimited profits could be had by in- 
definitely increasing volume. 

The error lies in the implicit assumption 
that prices remain the same regardless of out- 
put, and that costs increase only proportion- 
ately. Under competitive conditions, the reve- 
nue line would be lowered as various business- 
men all sought these promised profits. Under 
a monopoly, this line would, in time, curve 
downward as additional products could be sold 
only through price concessions. Costs, further- 
more, particularly marketing and management 
costs, sooner or later would increase more than 
proportionately. Any of these circumstances, or 
several in concert, would squeeze the profit 
triangle. 

Fixed and Variable Costs 


In the long run, which by definition allows 
for fluidity in all factors of production, all 
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costs are variable at the will of producers. A 
break-even chart should, therefore, work as 
well for contraction as for expansion. This 
would be true, for example, of the chart for 
a small manufacturer that appears above. But 
businesses fail in the short run. Even with the 
great flexibility possible for small businesses, 
it would be difficult to back down quickly 
from one profit-pocket to a lower one without 
taking a serious capital loss in the process. 
The short-term reversal of a chart drawn to 
depict expansion possibilities would follow the 
dotted lines on the chart below. Only the 


Short-Term Irreversibility of Costs 
(The dotted lines represent the course of costs in 
attempted retrenchment without reducing fixed costs.) 


COST OR 
REVENUE 
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variable costs, notably labor, power, and sup- 

plies, could be cut back quickly. Inventory of 

raw materials, semi-finished, and finished 

goods (or merchandise inventory in the case 

of a store) is considered liquid but in fact 


can be liquidated without loss only over a 
significant period of time, if at all. To be sure, 
a small concern can sell equipment and ac- 
quire smaller space, often within a few weeks 
or months. However, -losses commonly ac- 
company such liquidation, since the circum- 
stances that induce a business to contract are 
likely also to undermine the market for 
second-hand equipment and plant. Possibly 
separate break-even analyses should be made 
for expansion and contraction over any but 
long periods of time. The alternative is to vary 
only those costs which can be contracted, as 
well as expanded, rapidly. This often would 
sacrifice reality in the case of small businesses. 

Observation suggests that small concerns 
can and do expand so-called fixed, as well as 
variable, costs over short periods; and that 
pocket-of-profit operation typifies competitive 
small businesses. Some locate a pocket and 
stay in it; others, seeking deeper pockets, find 
shallower ones, or trade profits for losses; 
many discover increasing marketing costs to 
be an insuperable obstacle to graduation from 
the small business category. For some, ap- 
parently only a single profitable pocket exists. 
These remain small because they perform only 
a small service. This need not detract from 
their importance. On the contrary, the ability 
of a country or community to perform the 
small services, such as providing convenient 
shopping or supplying custom-built articles 
for minority markets, indicates a high level 
of prosperity and economic freedom. 


BUSINESS BRIEFS 


CERTIFICATES OF NECESSITY 


Application forms for certificates of neces- 
sity for tax amortization (NSRB-140) are 
available at all Commerce Field offices. Copies 
of the list of certificates already issued (DPA- 
14) may also be obtained from these offices. 
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PERSONAL INCOME 


Personal income for the fourth quarter of 
1950 (latest data available) showed a rise of 
$10 billion at an annual rate from the third 
quarter, compared with a rise of $7 billion in 
disposable income. 
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in type of work and technological coaditions yet differing in productivity, were 

Results indicate that differences between high and low producing groups are related 


decision making. They spent more time on supervision and less on straight production 
work, were not too closely supervised by their own superiors, had a greater feeling of 
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THE LEASE AS A FINANCING AND SELLING DEVICE 


By Wilford J. ‘Bitcman, PhD. 
and Charles N. Davison, Ph.D. Report No. 29 


This study attempts to answer the question, “Why, and 
under what circumstances, should a manufacturer lease 
rather than purchase land, buildings, and machinery?” ‘The 
of the use of the lease. 


am. the laborforce attachment of people who are un- 
_ employed for long periods in an active labor market. 
Gl pages paper bound single copies free upon request 


BRITAIN: A CASE STUDY FOR AMERICANS 


f rag : the social trends of a great country so similar to our own 


- appraising trends that should be avoided or discouraged.” 


Copies may be ordered from 
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By Clare E,Grifia, PhD, Volume X Stady No. 8 
‘This mudy “is written for Americans with the thought that 
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